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LONGRUN RANGES 
Donald L. Kohn 

A t  t h i s  time t h e  FOMC i s  required both t o  reconsider i t s  1988 

ranges for  money and c r e d i t  and t o  e s t a b l i s h  on a t e n t a t i v e  bas i s  ranges 

f o r  1989. I w i l l  be b r i e f l y  reviewing t h e  1988 s i tua t ion ,  before  

discussing some of t h e  i s sues  t h e  C d t t e e  may want t o  consider i n  

assess ing  t h e  1989 ranges. 

With respect  t o  1988, M2 and M3 a r e  now i n  t h e  upper halves of 

t h e i r  t a r g e t  ranges, though well below t h e  upper ends of those ranges. 

The s t r eng th  i n  M2 r e l a t i v e  t o  income--reflected i n  t h e  3 / 4  percent esti­

mated r a t e  of dec l ine  i n  i t s  ve loc i ty  i n  t h e  f i r s t  half  of the year--is 

p a r t l y  a t t r i b u t a b l e  t o  t h e  drop i n  i n t e r e s t  rates from October through 

February, and a l s o  perhaps t o  some spec ia l  f a c t o r s  boosting MZ demand. 

I n  any event, t h e  rise i n  rates over recent months seems already t o  be 

damping t h e  quan t i ty  of M2 demanded and would be expected t o  lead t o  

slower M2 growth i n  t h e  second ha l f  of t h e  year than i n  t h e  f i r s t ,  even i f  

i n t e r e s t  rates were t o  remain a t  cur ren t  l e v e l s .  This would leave M2 

c lose  t o ,  though possibly a l i t t l e  above, t h e  midpoint of i t s  range. M3 

growth i s  expected t o  remain w e l l  above t h e  midpoint of i t s  range, given 

t h e  tendency for r i s i n g  r a t e s  t o  encourage borrowers t o  favor  t h e  short-

term and f l o a t i n g  rate obl iga t ions  issued and held by depository 

i n s t i t u t i o n s ,  but it is  not seen a s  threa ten ing  the  upper end of i t s  
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range. Debt is running around the middle of its range and should remain 


in that general area. 


Under these circumstances, the staff saw no need to propose 

alternatives in the bluebook to the existing 1988 ranges. Reducing them 

seemed inappropriate at a time when the money aggregates are running high 

in their ranges, and raising them, say for M3 to more symmetrically encom­

pass the expected outcome, would seem to send the wrong message about the 

Committee's intentions for policy in 1988 and for money growth over time. 

Moreover, any tendency for money to accelerate to threaten the upper ends 

of the existing ranges might well signal unexpected strength in the 

economy that the Committee would want to react to rather than to accommo­

date. 

Consideration might be given to narrowing the ranges. Being 

halfway through the year, it ought to be possible to give a more precise 

idea of where one wants to end up than is true in February. This should 

be especially true this year, given the unusual uncertainties in the 

outlook earlier in the year associated with the effects of the stock 

market crash. However, the Comnittee has never before chosen to take 

advantage of the information at midyear to narrow the ranges--though it 

never before had 4 point ranges. And, the most logical narrowing would 

seem to involve raising the lower ends, especially for M3, which wouldn't 

appear on the surface to be consistent with an anti-inflationary stance. 

For 1989 the bluebook presented three alternative sets of ranges. 

Alternative I, which would retain the 1988 ranges, is more consistent with 

a view that the risks in the economy are not tilted toward greater infla-
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tionary pressures and that the ranges should provide about as much scope 

for an easing of policy, should that prove needed to support growth, as 

for a tightening. A more even distribution of risks than in the staff 

forecast might be seen, for example, if strength in the dollar were to 

retard improvement in the trade balance, or if fiscal policy turned out 

tighter than expected. This alternative might also be interpreted as 

allowing for more rapid expansion of nominal income than the other 


alternatives, on the thought that the structure of labor markets would 


permit the accommodation of one-time increases in some prices--for 


example, for imports--without entrenching them in wages and in a more 


general inflation process. 


Alternative I1 would reduce all the ranges by 1/2 of a percentage 

point, suggesting a concern about restraining income growth to a degree 

and moving toward money growth ranges over time that are more consistent 

with price stability. However, although the staff is forecasting about 

4 percent growth in M2 in 1989 for the income and interest rates in the 

Greenbook, some model results, plus the possibility of surprises in money 

demand, suggest that the 3-1/2 percent lower end of alternative I1 for M2 

might be uncomfortably constraining, if the Committee wishes to damp 

inflation over 1989 and underlying demands on the economy turn out to be 

as strong as in the staff forecast. At least, given the interest respon­

siveness of M2, alternative I1 allows essentially no room for greater 

restraint than assumed by the staff. The likelihood of a shortfall for M3 


or debt would be much smaller, given their lower interest sensitivities 
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and expectat ions t h a t  they would be near t h e  middle of t h e  a l t e r n a t i v e  I1 

ranges under t h e  s t a f f  fo recas t .  

Al te rna t ive  I11 would allow a l i t t l e  more room f o r  pol icy 

r e s t r a i n t  or f o r  a sharper  t han  expected rise i n  M2 veloc i ty .  The f u l l  

one percentage poin t  reduct ion i n  t h e  M2 range has a recent  precedent i n  

t h e  one poin t  reduct ion i n  t h e  midpoints of ranges between 1987 and 1988. 

Also, t h e  higher  range for M3 than  for M2 is  cons is ten t  with t h e  long-run 

r e l a t ionsh ip  of t h e i r  v e l o c i t i e s ;  r e f l e c t i n g  t h i s  re la t ionship ,  i n  t h e  

pas t ,  ranges for M3 have on occasion been above those for M2. The 7 per-

cent upper end of t h e  M2 ranges under t h i s  a l t e r n a t i v e  i s  low compared 

with M2 growth rates over t h e  1970s and most of t h e  1980s. For t h e  most 

pa r t ,  however, those growth rates were reg is te red  when nominal income and 

p r i c e s  were increas ing  f a i r l y  rapidly,  or when t h e  economy was i n  

recession and i n t e r e s t  r a t e s  were f a l l i n g .  Alternat ive I11 d e f i n i t e l y  i s  

geared toward a s i t u a t i o n  i n  which the r i s k s  are seen more on t h e  s i d e  of 

s t r eng th  i n  t h e  economy and i n f l a t i o n ,  given high l e v e l s  of resource 

u t i l i z a t i o n ,  t han  of weakness, and i n  t h a t  context,  one i n  which t h e  

Conunittee i s  cormLitted t o  r e s i s t i n g  tendencies  fo r  income growth t o  run 

much above 6 percent .  

A s  Mike has noted, however, even t h e  s t a f f  forecas t  implies only 

meager progress  toward p r i c e  s t a b i l i t y  i n  1989 and 1990. The t a b l e  

d i s t r i b u t e d  t o  t h e  Committee marked "a l t e rna t ive  long-run monetary pol icy 

s t r a t e g i e s "  r epea t s  t h e  base l ine  forecast and gives another set of pol icy 

assumptions designed t o  reduce i n f l a t i o n  i n  1990 by an addi t iona l  314 of a 

percentqge po in t .  A s  with t h e  constant interest  r a t e  scenar io  discussed 
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in the chart show, the results are based on the underlying assessment of 


the economy in staff judgmental forecast, using various econometric 


models to gauge how key variables would have to differ from their values 


in that forecast to achieve the desired end. They should be considered 


less an exact road map than a general indication of the sorts of policies 


that might be involved and the responses of the economy. 


One aspect of this alternative that stands out is the amount of addi­


tional monetary tightening needed over the near term to get inflation down 


to 3 percent in 1990. In this scenario, the 3-month Treasury bill rate 


rises nearly 2 percentage points over the next two quarters and a bit 


further in 1989, while M2 growth is reduced to 4 percent over the second 


half of the year and only 1-1/2 percent in 1989. Largely as a conse­


quence of policy restraint, the dollar would fall less rapidly, especially 


over the near term. 


This severity results in part from the fairly long lags in the 


models between policy impulses and their effects on prices, as Mike has 


already discussed, which dictate a sharp tightening in the latter part of 


1988 to damp inflation significantly in 1990. In addition, the desired 


slowing of inflation rates must occur in the face of continuing upward 


movement in the prices of imports, though at a slower pace, necessitating 


more substantial moderation in other prices. The models make no allowance 


in wage and price setting behavior for any enhanced credibility of the 


Federal Reserve's pursuit of its objective for price level stability. In 


fact, the evidence of such an effect, even after late 1979, is mixed at 


best, but a policy tightening of the magnitude envisioned at the current 
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rate of inflation certainly would get the attention of the relevant 


parties and might speed the adjustment process. Moreover, this alterna­


tive leaves the economy at the end of 1990 in a position that would seem 


to suggest considerable weakness in activity and increase in unemployment 


in 1991, though also substantial further gains against inflation. 


Clearly, in the context of the models' structures, if the Committee were 


to accept a more gradual downward course for inflation, something between 


the baseline and the alternative might be appropriate, with a smaller 


increase in unemployment that developed more slowly. 


Such "fine-tuning" of policy paths is probably pushing the 

exercise beyond its inherent limitations. The point remains, however, 

that if the staff's assessment of the underlying strength of demand in the 

U.S. economy and the pressures on exchange rates is about on track, a 

decision to seek a greater slowing of inflation than in the base line 

forecast probably calls for even lower ranges fo r  money growth in 1989, 

especially M2, than in the alternatives in the bluebook--for example a 2 

to 6 percent M2 range. This alternative might even be considered more 

consistent with the baseline forecast, since it is symmetrical around the 

4 percent M2 growth expected in that forecast. Such a range, however, 

would involve a full 2 percentage point decrease from 1988 ranges. And 

given the central tendency of FOMC members forecasts that imply nominal 

GNP growth of around 6 percent, it would be tantamount to announcing an 

FOMC expectation of rising interest rates to obtain the needed velocity 

increase. 
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An add i t iona l  problem with moving promptly t o  very low money 

growth ranges, and a more general  complexity of formulating a long-run 

s t r a t e g y  f o r  money growth i n  a world w i t h  appreciable  i n t e r e s t  s e n s i t i v i t y  

of money demand, i s  i l l u s t r a t e d  by t h e  projected path of M.2 under both t h e  

base l i n e  and t h e  lower i n f l a t i o n  s t r a t e g i e s .  I n  both cases,  money growth 

s t rengthens i n  1990 r e l a t i v e  t o  1989 even though nominal income growth i s  

unchanged or slows. This i s  a funct ion of t h e  response of M2 t o  t h e  

dec l ine  i n  nominal i n t e r e s t  r a t e s  r e s u l t i n g  from lower i n f l a t i o n  r a t e s  and 

a s o f t e r  economy. A t  some point ,  a s  i n f l a t i o n  comes down, nominal 

i n t e r e s t  rates w i l l  have t o  decl ine and t h e  Federal  Reserve w i l l  need t o  

allow money growth t o  acce le ra t e  t o  avoid high r e a l  r a t e s  and r e a l  output 

below i ts  p o t e n t i a l .  This implies t h a t  a s t r a t egy  of reducing money 

It a l s o  meansgrowth year  a f t e r  year w i l l  not necessar i ly  be optimal. 


t h a t  i f  t h e  ranges were reduced t o  2 t o  6 percent,  t h e r e  i s  some chance 


t h a t  a t  some poin t  t h e  ranges may have t o  be ra i sed  temporarily or money 

growth i n  excess  of the ranges to l e ra t ed  f o r  a time. 
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Alterna t ive  Long-run Monetary Policy Strategies 
(Percent change, Q I V  t o  Q I V ,  unless  otherwise noted) 

1988 1989 1990- - -
M2 

Base l i n e  6.2 4.0 5.4 
Lower i n f l a t i o n  5.6 1.4 2.5 

Treasury b i l l  rate 
(percent,  fou r th  qua r t e r )  

Base l i n e  7.1 7.8 7.4 
Lower i n f l a t i o n  8.4 9.6 9.2 

G-10 weighted d o l l a r  
exchange r a t e  

Base Line -4.5 -7.5 -7.5 
Lower i n f l a t i o n  -.6 -5.6 -6.7 

GNP f ixed-weight d e f l a t o r  
Base l i n e  4.3 4.2 3.8 
Lower i n f l a t i o n  4.3 4.0 3.1 

Real GNP 
Base l i n e  2.9 2.1 2.2 
Lower i n f l a t i o n  2.7 .7 

Unemployment r a t e  (percent ,  
four th  qua r t e r )  

Base l i n e  5.7 5.9 6.0 
Lower i n f l a t i o n  5.7 6.5 7.3 

. 4  
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Short-run P o l i c y  Alternatives 
Donald L. Kohn 

Monetary policy decisions are being made today in a somewhat 


different environment of asset price movements than we have been used to 


over most of the past year or so. Of course, for most of that period a 

weak dollar and rising bond yields had reinforced the analysis that 


policy had to tighten to head off accelerating inflation. The question 


is whether the recent improvements in bonds and the dollar suggest that 


interest rates have been raised enough or at least that the recent 


trajectory of firming should be moderated. 


Both the causes and the implications of these recent 


developments are difficult to interpret. 
 On balance, as both Peter and 


Sam indicated, it would seem that incoming information on both trade and 


the economy, along with the actions of the Federal Reserve, allayed some 


of the market's worst fears about accelerating inflation, a declining 


dollar, and the need ultimately for a very much sharper tightening of 


monetary policy. 
 This change in attitude made long-term dollar 


securities much more attractive, in a situation in which many dealers 


and other professionals had thought that prices would continue to head 


down. 


The very volatility and noise in these asset prices should 


strike a note of caution in any reaction to them. The rather large day-


to-day price movements in the bond market suggest that current levels 


are not held with much conviction, and recent movements could easily be 
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reversed. In some sense, such a reversal is embedded in the staff 

forecast, though I should hasten to add that that forecast is not so 

sensitive to relatively small rate movements that it is incompatible 

with the current configuration for a time. Even so, the underlying 

assessment of that forecast is that pressures on prices and the pace of 

the external adjustment process at some point will show through in sub­

stantial increases in short- and long-term interest rates and declines 

in the dollar. 

Even if strength in the dollar and bonds persists, or  at least 

is not reversed, the following points may be relevant to their 

interpretation for policy. 

1. Despite the recent rally in the bond markets, at 8.90 


percent the yield on 30 year Treasury bonds is quite high relative to 


the inflation of recent years, and certainly relative to the FOMC's goal 


of price stability. And this yield is 1/2 percentage poiht above 


earlier this year and 1-1/2 percentage points above its level at the 


beginning of 1987. Investors apparently are still of the view that on 


balance the risks are weighted toward additional price pressures. 


2. The yield curve still slopes upward, albeit by considerably 


less than a few weeks ago. The differential between short- and long-


term rates is not at a level that in the past has suggested an impending 


recession, or even necessarily a very soft economy, especially if one 


makes some allowance for the expected Treasury bond shortage. It seems 


likely that investors still anticipate that monetary policy will 


continue to firm, though by less than in the staff forecast. 
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3 .  Real short-term r a t e s  have r i s e n  along w i t h  t h e  t i gh ten ing  

i n  monetary pol icy,  but t h e i r  increase from earlier t h i s  year probably 

has been less than t h e  increase  i n  nominal rates, given some i n t e n s i f i c ­

a t i o n  of a t  l eas t  short-term i n f l a t i o n  expectat ions seen i n  t h e  var ious 

surveys. Moreover, these r a t e s  a r e  probably not much higher than  they  

were i n  t h e  sp r ing  of 1987, which was compatible with growth i n  excess 

of p o t e n t i a l  for  t h e  l a s t  few quar te rs .  The recent d i r e c t i o n  of r e a l  

long-term r a t e s  i s  even more d i f f i c u l t  t o  determine. I f  the  extreme 

i n f l a t i o n  fears have abated, so  too  probably has t h e  mean of expected 

i n f l a t i o n  over a long per iod.  This  suggests t h a t  a t  l e a s t  a por t ion  of 

t h e  very recent  dec l ines  i n  bond y ie lds  d id  not represent  a drop i n  r e a l  

r a t e s .  To t h e  ex ten t  r e a l  r a t e s  d id  decrease, t h e i r  impact on t h e  

economy would depend on whether t h a t  decrease was i n  response t o  a 

weakening demand p ic tu re ,  or t o  a s h i f t  i n  demand f o r  bonds, perhaps 

from i n t e r n a t i o n a l l y  d i v e r s i f i e d  inves tors .  The l a t t e r  could represent  

a net  s t imulus t o  t h e  economy. 

4 .  The implicat ions of the d o l l a r ' s  s t rength  a r e  e spec ia l ly  

hard t o  read. I f  t h e  s t a f f  assessment i s  cor rec t ,  t h i s  i s  only a 

temporary detour  i n  t h e  downward movement of t h e  d o l l a r .  As such, i f  it 

pe r s i s t ed ,  it could slow adjustment and damp growth, as Ted pointed out 

yesterday, i n  a sense supplementing t h e  t i g h t e r  monetary pol icy of 

recent  months and reducing, a t  least f o r  a t i m e ,  the  degree of fu r the r  

po l icy  r e s t r a i n t  needed. I f ,  however, t h e  d o l l a r  remains f i r m  because 

t h e  t r a d e  balance continues t o  improve a t  a rapid pace, t h e  implicat ions 

would be somewhat d i f f e r e n t .  The improvement i n  t h e  t r ade  balance s t i l l  
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w i l l  r equi re  r e s t r a i n t  on domestic demand t o  free resources  and fore-

s t a l l  an i n t e n s i f i c a t i o n  of p r i c e  pressures .  I n  t h i s  case, pol icy  might 

have t o  be firmed s u b s t a n t i a l l y  even i n  t h e  face of some s t rength  i n  t h e  

d o l l a r .  

5 .  With a l l  t h e  gyrat ions i n  these marke t s ,  money growth 

genera l ly  has come i n  about where t h e  Conunittee expected. Growth i n  M2 

i s  a touch s t ronger ,  e spec ia l ly  i n  i t s  M1 component. Data received i n  

t h e  l a s t  few days now suggest M2 growth i n  June of 6-1/2 percent,  r a t h e r  

than  t h e  6 percent i n  t h e  bluebook, and M1 growth of 9-1/2 percent .  We 

have in t e rp re t ed  t h e  s t r eng th  i n  demands f o r  l i q u i d  components of M 2  as 

a funct ion of uncer ta in ty  about fu tu re  interest  r a t e  movements, rather 

than  a symptom of g r e a t e r  growth i n  t ransac t ions  and income than 

expected. June M2 growth remains well below t h e  r a t e s  of ear l ier  t h i s  

year,  and w e  continue t o  expect a fu r the r  slowing i n  t h e  months ahead i n  

lagged response t o  previous increases  i n  i n t e r e s t  r a t e s  and opportunity 

c o s t s .  The most recent  da ta  would not cause us t o  a l t e r  our assessment 

of t h e  growth r a t e s  of M2 or M3 given t h e  a l t e r n a t i v e s  i n  the bluebook. 

6. Fina l ly ,  unce r t a in t i e s  about t h e  impact of these  

developments might imply some caut ion i n  inmediate pol icy moves, though 

not a change i n  course i f  t h e  r i s k s  were s t i l l  seen t o  l ie  on t h e  s ide  

of some upt ick i n  p r i ces ,  given current  l e v e l s  of resource u t i l i z a t i o n .  

If exacerbat ing recent  s t r eng th  i n  t h e  d o l l a r  were a p a r t i c u l a r  concern, 

because of i t s  p o t e n t i a l  e f f e c t  on ex terna l  adjustment, or because of a 

poss ib le  demonstration e f f e c t  of U.S. ac t ions  on t h e  general  l e v e l  of 

i n t e r e s t  r a t e s  i n  i n d u s t r i a l i z e d  countr ies ,  t h e  fore ign  exchange marke ts  
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might be given more prominence in the directive and short-run policy 


implementation. 





